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For many years the accounting pro­
fession has been derided for operating 
without a conceptual framework, or a 
constitution as it were. Although APB 
Statement No. 4 was an attempt to 
grapple with the problem, the main 
thesis of Statement No. 4 was to de­
scribe the status quo rather than to 
prescribe how things should be.
In 1973 the Trueblood Committee 
authored a document entitled Objec­
tives of Financial Statements. This 
document listed twelve objectives 
which provided the frame of reference 
for the FASB’s Statement of Financial 
Accounting Concepts No. 1, (SFAC No. 
1) issued in November 1978. The pur­
pose of this article is to discuss SFAC 
No. 1.
Background
SFAC No. 1 is the first definitive 
statement of a series designed to pro­
vide the framework for the issuance of 
financial accounting and reporting 
standards. SFAC No. 1 emphasizes 
profit-oriented enterprises; other types 
of entities are being considered in 
another phase of the conceptual frame­
work project.1 SFAC No. 1 does not in­
clude any conclusions related to the 
measurement process, the form of 
statements, or the relative merits of 
various accounting models, e.g., 
historical cost vis-a-vis replacement 
cost. Rather, the Statement provides 
the concepts from whence future ac­
counting standards will be drawn.
According to SFAC No. 1, financial 
reporting is not only affected by the 
environment within which it operates, 
but also by the characteristics and 
limitations of the information that 
financial reporting can provide. This 
results in approximate rather than 
exact measures, which is in contrast to 
the aura of precision that appears to 
surround financial statements. 
Moreover, financial statements are 
based on historic events although man­
agement may communicate soft infor­
mation regarding the future, e.g., 
forecasts. Financial reporting does not 
pertain solely to financial statements; 
it also includes other means of com­
munication that may be a product, 
directly or indirectly, of the account­
ing system. Admittedly, financial 
statements are the principal means of 
communicating accounting informa­
tion. In certain cases more useful in­
formation can be provided by financial 
statements, whereas in other situa­
tions, the user is better served by 
means of financial reporting other than
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financial statements. Since information 
is used and provided at a cost, the 
benefits expected should usually equal 
or exceed the cost incurred.
The potential users of financial in­
formation include owners, lenders, 
suppliers, potential investors and cred­
itors, employees, management, direc­
tors, customers, financial analysts and 
advisors, brokers, underwriters, stock 
exchanges, lawyers, economists, taxing 
authorities, regulatory authorities, leg­
islators, the financial press and report­
ing agencies, labor unions, trade asso­
ciations, business researchers, teachers 
and students and the public. The po­
tential users are commonly 
dichotomized into two groups, exter­
nal users and internal users. Since in­
ternal information can usually be 
tailored to the needs of management, 
reporting to internal users is con­
sidered beyond the scope of SFAC No. 
1. Thus, the objectives of the State­
ment are designed to meet the needs of 
external users who lack the authority 
to require the financial information 
needed from an enterprise.
Although the focus of the Statement 
is largely on investors and creditors, 
recognized is the fact that other users 
can also benefit from information pro­
vided to these two particular groups.
Objectives of Financial Reporting.
SFAC No. 1 emphasizes that the goal 
of financial reporting is to provide in­
formation for investors, creditors and 
others who use the information for 
decision making. While the informa­
tion should be a useful tool in reaching 
decisions, the role of financial report­
ing is only that of providing 
evenhanded, neutral and unbiased in­
formation to readers.
“Investors and creditors” is a broad 
term and encompasses not only those 
who deal directly with an enterprise 
and those who work through inter­
mediaries, but also those who deal 
directly with other investors and cred­
itors. “Investors” can be either equity 
securityholders or debt security 
holders. “Creditors” includes sup­
pliers of goods and services as well as 
contractual lenders. Security analysts, 
lawyers, regulatory agencies and 
others who advise or represent the in­
terests of investors and creditors are 
examples of intermediaries.
Financial information is a tool and 
can be either used or abused. What is 
more, understanding by investors, 
creditors, or other potential users may 
vary greatly. Nevertheless, proper use 
of this tool can be learned. The State­
ment concludes that financial report­
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ing (a) is for the nonprofessional as 
well as for the professional; (b) should 
be able to be understood by the user 
who has a reasonable knowledge of 
business and who is willing to study the 
information provided, and (c) must be 
used properly.
More specifically, the information 
provided in financial reporting should 
aid present and prospective investors, 
creditors and other users in evaluating 
the amounts, timing and risk attached 
to prospective cash flows whether from 
dividends, interest or the proceeds 
from sale, redemption, or maturity of 
securities. In the final analysis, the test 
of the success of an investment de­
pends on whether the investor receives 
more or less than the cash outlay. In a 
successful venture the investor 
receives not only the return of the 
investment, but also a return on the 
investment. An investment decision is 
really a choice between the receipt of 
cash today and the receipt of cash at a 
later point in time. Thus, rational in­
vestors, creditors and others need in­
formation to enable them to form deci­
sions on expectations regarding risk 
and return. This same information is 
useful within the enterprise itself as it 
makes its own investment decisions.
Furthermore, financial reporting 
should provide information about 
resources, obligations and owners’ 
equity; however, financial accounting 
is not designed to establish directly the 
value of a business.
Financial reporting should convey 
information about an enterprise dur­
ing a particular period of time with 
primary focus upon earnings and its 
components. Investors, creditors and 
others try to derive expectations about 
the future partially by making ex­
trapolations based on the past. Since 
investors, creditors and others rely on 
earnings information to predict the 
future, a cash basis approach cannot be 
considered an adequate basis for 
determining the past success or lack of 
success of an enterprise. Instead, ac­
crual accounting is a better system for 
making predictions about future cash 
flows. Over the long run (the life of the 
enterprise) total net cash receipts 
equal total earnings. But in the short 
run, the essential difference between 
accrual and cash accounting is the tim­
ing of recognition of those items that 
comprise earnings.
The reported earnings and other in­
formation is used in various ways. For 
example, earnings information may be 
used in evaluating management, pre­
dicting earnings and evaluating risk. It 
is not the purpose of financial report­
ing to make the evaluations, but 
merely to provide basic information 
for such analyses.
Financial reporting should provide 
information relating to liquidity and 
solvency. In that respect, information 
about economic resources, obligations 
and owners’ equity may be useful.
In evaluating management’s 
stewardship and performance, earn­
ings information is usually used for 
assessment purposes. However, earn­
ings for a single period may not be 
sufficient for evaluating management’s 
performance. In other words, en­
terprise success or lack of success is 
composed of many factors, external 
and internal. To say that current man­
agement is wholly responsible for 
earnings may not be correct, for the 
actions of past management may, in 
fact, have had an effect on the current 
year’s performance. To break the 
whole into parts in order to evaluate 
the performance of management is 
difficult, since performance is an in­
teraction of numerous factors. Man­
agement, however, can aid the com­
munication process by providing ex­
planations whenever necessary to 
make the results more meaningful.
Conclusion
SFAC No. 7 is a basis, inasmuch as 
the accounting profession is provided 
with a foundation upon which stand­
ards will be developed. This Statement 
provides the objectives of financial re­
porting with emphasis on economic 
resources of an enterprise, the claims 
to those resources and events that may 
trigger changes. Left unanswered are 
questions related to the measurement 
process, the form financial statements 
may take, and the trade-off of re­
liability and objectivity vis-a-vis rele­
vance. However, these issues will be 
the subject of future phases of the con­
ceptual framework project.
1The FASB issued a Discussion Memorandum, 
“Objectives of Financial Reporting by Nonbusi­
ness Organizations,” in June 1978. Public hear­
ings were held in October and November 1978
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